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CHAPTER'-@

The @.‘S.E@@ﬂémyz Privale and Public $ecm§*s

The U.S. economy is divided into a private sector and a
public sector. The first half of Chapter 4 discusses the
private sector—ihe characteristics of millions of house-

- holds and business firms. The second half of Chapter 4 -

describes the public sector—the functions and financing of
the Federal, state, and [ocal governments. Learning about
these two sectors will give you the basic facts and frame-
work you need for understanding the U.S. economy.

Chapter 4 begins with an examination of the house-
holds of the economy. Two different distributions of
household income are examined. The way in which the
total personal income received by all U.S. households is
divided amoog the five types of eamed income Is called
the functional distribution of income. The way in which
ihe total personal income received by all households is
distributed among the various income classes is called
the personaf distribtition of Income, Households dispose
of the income they receive by spendlng money on per-
sonal consumpfion expenditures, paying personal taxes,
or allocating funds to personal saving.

Busmesses in the United States are also a focus of
the chapler. It'is apparent that what most characterizes
US. businesses is the differances among flrms in size and
Ieggt form,.as well as, in the products they produce. You
should note the distinctions between a sole proprietorship,
a partnership, and a corporatron You will also learn about
the principal-agent problem With ‘corporations that can
arise from the separation of ownership (tha pnnclpals)
and management (the agents).

Chapter 4 also introduces you to the five basic func-
tions performed by govérnment In the U.S. economy. The
chapter does not attempt-to list all the specific ways in
which government affects the behavior of the economy.,
Instead, it provides a general classification and descrip-
ticn of the five functions that government performs.

The chapter also returns to the circular flow medel
first presented In Chapter 2. The model has now been

. modified to include government along with Business and

household sectors, This addition changes the real and
monetary flows in the model.

The facts of government finance in the United States
are presented in the final sections of Chapter 4, The
organization of the discussion is relatively simple. First,
the trends for taxes collected and expenditures made by
all levels of government—Federal, state, and local—are
examined, Second, an explanation is given for the major
iterns on which the Federal government spends its incoma,
the principal taxes it levies to obtain its income, and the
relative importance of these taxes. Third, the chapter

closes with a lock at the major expenditures and taxes
of tha state and local governments.

B CHECKLIST

When you have siudied this chapter you should be .abie ta

O Define and distinguish between a functional and a
personal distribution of income. -

[J State the five sources of personal Income in the
functional distribution.

{J Listthe three uses for which households dispose of their
personal incomes and state the relative size of each.

0 Distinguish among durabie goods, nondurable goods,
and services in personal consumption expenditures.

O Give definitions for a plant, a firm, and an-industry.

Q3 List the three legal forms of business enterprise.

O Describe the advantages of corporations in. finance,

risk-and liability, and longevity. .
O Explain the princlpal-agent problem as it applies to
corporations.

O List the five economic functions of government in the

United States.

. O Give examples of how government provides the Iegal

framework for the economy.
B Deflne monopoly and explain why govemment WIshes
to prevent monopaly and to maintain competition in the
econbmy.
O Explain why government redlstnbutes income and list
the three principal policles it uses for this purpose.
[F- Define negative externality and positive externality.
[ Explain why a competitive market falls 1o allocate
resources efficiently when there are extemal costs and
benefits.
£ Listtwo actions government can take to'reduce external
cosis,
O List three actions government can take to, éncourage
external banefits. |
(1 Give definitions of a pubflc good and a quasi-public
good. | .
[0 Explain how the- government reallocates resources
from the productspn of private goods to the production of
public or quasi-pi;ablic goods. :
0 Descnba the two macroeconom:c stabilization policies
of government and the twa main economic problems they
are designed to address.
O Explain the guaifications to government’s role in.the
eConomy.
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O Draw the circuiar flow mode! thatincludes businesses;
households, and government.

C Explain the difference belween govemment purchases
and transfer payments and the effect of each on the
composition of national output.

O Identify-the four largest categories of Federal expen
ditures.

O List the three main sources of Federal tax revenues.
O Define and explain the differences between marginal
and average tax rates.

0 Identify the major expenditures by state and local
governments,

[} Describe how state and Iccal governments raise tax
revenue.

O Explain the problems fac:ng the Sociat Securily
program and what solutions have been proposed (Last
Word).

B CHAPTER QUTLINE

1. Househalds play & dual role in the economy. They
supply the economy with resources, and they purchase
the greatest share of the goods and services produced

by the economy. They obtain their persenal incomes In

exchange for the resources they furnish the economy

and from the transfer payments lhey recelve Irom
government.
a. The functional distr:butmn of income Indicates
the way .in which total personal Income is divided
among the five sources of earned income In 2007:
wages and salarfies (71%); proprietors’ income
(9%); .corporate  profits (14%); interast (5%), and
rents (1%).
. b. The personal distribution oflncome mdlcates the
way in which fotal personal income is divided among

households In different income classes. Thé 2006 .

.~data show an unequal distrlbution of income by five
household classes-(20% of household in each). The
percentage of total personal incoms by class is: lowest
{8.4%); second (8.6%); middle (14 5%}; fourth (22.9%),
and highest’ (50 5%).

2. Households use their incomes to pay taxes, accumu-

late eawngs, and purchase consumer goods.
a. Persone! faxes constltute a deduction from a house-
hold’s personal income; what remains after taxes can
be either saved or spent. Taxes account for 13% of
household | mcome
b. Saving is what a household does not spend of its
after-tax Income. It was 1 percent in 2007. .
. Personal consumplion expenditures account for
most of the disposition of household Income (86%

_in 2007). This category is spent on durable goods
(11%)—products with lives of three or more. years,
nondurable goods (29%)--products with lives of
less than three years, and services (60%)—worlc or
a product supplied by others for a consumer.

. The businesses of the U.5. economy consist of three
major types of entities. A plantis a physical structure that
%roduces a product, A business firmis an orgamzation

\

that owns and operates plants. (Mulfiplant firms may be
horizontally or vertically integrated, or they may be
conglomerates ) An industry is a group of fitms produc-
mg the same ot similar goods or services.

/ 4. f!There are three principal fegal forms of business'

rﬁis The sole proprietorship is a business owned
and operated by a single person. The partnershfp isa
business owned and operated by two of tmora persons.
The corporation Is a lega! entily that operates as a
business. The dominant.form of business is the corpo-
ration. Although they represent only 20 percent of U.S.
business firms, they account for 84 percent of total sales
or output value,
a. Corporations havi several advantages. They can
raise substantial financial capital through the sale of

stocks (equity financing), which represents a share -

of ownership in the corporation. They can also obiain
funds through the sale of corporate bonds (debt
flnancing), which is similar to a loan to a corporation
from the bond buyer and over time the corporation
pays the bond buyer interest on the amount of the
bond. Corporations also provide limited lability for
their owners {the stcckholders) because they are only
liable for losses that would equal the value of their
stock holdings and the stockholders cannot be sued
as individuals. Corporations, ag legal aniities, have
unlimited life Indépendent of their current ownars and
rhanagers, and thus they can make long-term plans
_for continued growth.

b. Large corporations are a major feature of the’ u.s.

economy, but their size creates a prfncfpal—ageni
. problem. This problem arises from the separation of
corporate ownership (by stockholders) and control (by
corporate executives). This problem can sometimes
he overcome by aligning the Interests of execufives
" with those .of stockholders through stock payment
plans

Government periorms’ five economic functions.

. The first of these functions is to provide the- legal
framewodc and services that contribute fo the effective
gperation of the market economy. -

b." The second function of government is fo maintain

cornpelition by controlling monopoly through regulation

and antitrust laws, (A monopoly is the domination of
* an Industry by a single seller,

¢, Government performs Its third functlon when it

redistributes income to reduce income inequality. The

policies and programs it uses-te achieve this objective

» are transfer payments, market interventions (changlng .

market prices), and taxation.

d. When government reallocates resourcesit performs
its fourth function; in dolng so I addresses externality
problems or provides-publiec goods. . - .

(1) It reallocates resources to take into account nega-
five or positive externalities or spiliovers from market
outcomes.

{(a} Negative externalfifes are production or consump-
tion costs paid for by a third party without compen-
safion. For example, when a corporaticn poliutes the
environmernit while making a product and neither the



corporation nor.the consumer of the preduct pays for
-the cost of that pollutlon, then the pollution cost is an
external cost that is bodrmne by third parlies, who are
the other members of society adversely affected by
the pollution.
{b) Negative extemalifies can be discouraged either with
legislation (prohibiting practices which create external
«costsy, or by imposing taxes {and thus ralsing the cost
of praduction). Some negative externalities get resolved
through private bargaining if the externalities are not
widespread and the negotialing costs can be kept low.
(¢} Positive -externalities are outcomes that benefit
third pariies without these parties paying for the
benefits, Health immunizations and education are
examples of services that have external benefits fo
others who do not pay for the services.
{d) External benefits can be encouraged by subsldizing
consumers or producers {or by having government pro-
vide the goods when the external benefits are large).
(2) Government provides public goods. These goods
have the characteristics of nonrivalry (benefils are not
reduced by consumption by others) and’ nonaxciud-
abllity (people cannot be excluded from the benefits).
Examples of such public goods would be nafional de-
fense or stréet lighting. The inability to exclude people
from a public good ance they exist creates a free-rider
problem, in which people ¢an recelve the benefit of the
public good without contributing to ils cost.
(3) Government also provides quasi-public goods
that have large external benefits, Althaugh these goods
(such as education) can be provided by the private
market, because people can be excluded from obiain-
Ing them If they.do not pay they will be underproduced
" or underconsumed if {eft to the private'market alone.
Government will provide access to these goods at a
reducad cost to encourage their production or con-
sumptioh and Increase the.extemal benefits,
(4) Govermmentlevies taxes and uses tax revenuesto re:
" allocate Income and resources from private uses to public
ones (for providing public and quasi-public goods).
e. The fifth function of government is to promote mac-
raeconomic stabllization of the economy by control-
ling inflation and reducmg unamployrnant it does so
through the prudent use of fiscal policy (government
" spending and taxation) and monetary policy (interest
rates set by the nation’s central bank),
f. The economic role of government is conducted in
"thecontext of peolitics. This process can lead to Imper-
= ect and inefficient outcomes.

circular flow modef that was first mtroduced in
pter 2 showed business firms and households in.the

pnvate sector of the economy. In Chapter 4 the public
sector Is now added. it shows that government purchases
public gocds from private businesses, collects taxes from
and makes transfer payments to these firms, purchases
labor services from households, collects taxes from and
makes transfer payments to these households, and can
alter the distribufion of income, reallocate resources, and
change the tevel of economic aclivily by affecting the real
and monetary flows in the dlagram.
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7. Government finance is important in the economy,
Total government spending consists of government

. purchases of goods and services and fransferpayments

(payments made to people for which no contribution. is
made by the people In return for them), The two types of
spending have different effects on the economy. Govern-
ment purchases are exhaustive because lhey diractly use
the economy’s resources, while transfers are nonexhaus-
tive, Total government spending is equal io three-tenths
(31.5%) of domestic output.

8. The expenditures and tax revenues for the Faderal

government are of sgveral types.

a. Fedeoral Expend:tures most spendlng goes for
pensions and income security {34%), natlonal defense
(21%), health care (24%}, and Interest on the public
debt {9%).

b. Federal Tax Revenues: the ma;or SOUrces are pér-
sonal income taxes (45%), payroll taxes (34%), and
corporale income taxes {14%).

{1)-The Federal personal income tax is progressive,
which means it is one whose average rate rises as
income increase.

{2) The average tax rate is the total tax paid deed
by total taxable incoma.

(3) The marginal tax rate’s the rate pald on additional
income.

9, State and local governments have different sources
of revenue and spend their funds on different lypes of
public’ goods.

a. State governments depend largely on sales and
excise taxes (47%), and also personal income’ taxes
(359%); they spend their revenues on education (36%),

public welfare (289%), health care (7%). highways {7%),

and public safely (4%).

b. Local governmenis raly heawly on properly laxes
{72%) and to some extent on sales and excise taxes
{16%); they spend much of the revenue on education
(44%), welfare and health care (12%), public safely
{11%), housing, parks, sewerage (B8%;, and streets and
highways (4%).

10. (Last Word), The Social Security program is financed

- by payments into the system from current workers, and

these payments are made to current Social Security
refirees, The program will experience financial problers
in the future because the number of workers paylng into
the system is declining and the number of tetirees receiv-
ing benefits is rising. Several options have been proposed
to shore up the finances such as cutling program benefits,
extending the retirement age, raising taxes, and setting
up individual retirement accounts.

B HINTS AND TIPS

1. This chapter'is a long one, so do not try o leam
everything at once. Break the chapter into Its three natu-
ral parts and work on each one separately, The first part
describes features of the private sector. The second part
explains the functions of government. The third part looks
at govemment finance.
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Y "9 There are many descriplive statistics about the private

and’ public sectors. Avoid memorizing these slatistics. In-
siead "look for the trends and generalizations that these
" gfatistics illustrate about the private or public sector. For
sxampte, the discussion of government finance describes
recent trends in government e)'cpendiluqes and taxes and
" indicates the relative importance of taxes and expendi-
tures at each level of government.

| IMPORTANT TERMS

functional distribution monopoly
of income . externality

personal distribution negative externalitios -
of income '

positive externalities
public goods .
free-rfder prohiem

) quas[—publlc goods T
government purchases
transfer payments
personal income tax
marginaf tax rate

" average tai{"réie" B
payroll taxes
corporate income tax
sales and excise taxes .
property laxes

durable goods
nondurable goods
services

plant

firm

industry

so[e proprfatorship
partnership
corporation

-stock .
bond -
limited lability
principal-'_agent problam

SELF-TEST

W FILLN QUESTIONS .
1. There are approxim'ately 114' .milli'on (l_:us'inesses,

‘households) in the United States. They
‘play a dual role in the economy because they {sell, buy)

their resources and -
most of the tota[ output of the economy. ’

2. Data on the funcﬂonaf distribution of household 'in-
come shows that the !argest single source in the United

States is (rents, wages and salaries)
and tha smallest is

3. Data on the persocnal distribufion of household In-
come in the United States show that about 3 percent
of household Income is recelved by ;he {poorest, rich-

ost) e

about 50 percent of household income Is recelved by the
20 percent of households.

4, The tofal income of households is disposed of

in three ways: personal . , personal

. and personal

20 percent of households, and

8, if 4 preduct has an expected life of three years or

moreitis a (duraple, nondurable) gnod-
whereas if it has an expacted life of lass than three years

it is a good.
(»’% ';rhere are millions of busnness {firms, :ndustnes)

in the United States The legal form
of the great majority of them is the {sole proprletorshlp,

partnershlp. cormoration) , but the legal -
form that produces about 84 percent of the sales of the

US aconomy is the .
7. ?Shares of ownershlp of corporattons are called

{§focks bonds) , and pfomises by cor-
porations to repay a loan, usually at a fixed rate of interest
are _ The ffabilitles of corporalions are
(limited, unlimited) , and the lifespan for
a corporatmn is

B.;The separation of ownershlp and control !n a cor-
\pofation may create a (free~rlder principal-agent)

- problem. [n this rcase; stockholders
would be the {flders, principals, agents) i
and managers would be the
79, List the five economic functions of government. -

1 0, To control manopoly, the U.S. govemmenthas created

commlssl_ons to‘ {tax, regulate) natural

monopolies, and in cases at the local Ie,vel, government
hasbecome an (agen’r owner} . Govern-

ment has also enacted (trust, ant:trust)
laws to maintain competition K

1'1 ‘Themarketsystem becauseitisan |mpersonal mech-
lanism, results In an (equal, unequal)

distribution of income. To redistribute income from the
upper- to the lower-income groups, the government has

provided (transfer, tax) payments, en-

gaged in (mII'Itary3 market}

and used the (income, sales) tax to

ralse much of its revenues.
12 Government frequently reallocates resources when
«;wlt finds Instances of (market, public)
failure. The two major cases of such failure oceur- when
the compet]lwe market system elther
Ca. - __" or
b.

intervention, *

{



T N S,

here is an externality whenaver some of the costs
Fproducing a product accrue to psople other than the

(seller, buyert)
from consuming a product accrue to people other than

the Competitive markels, bring about
an efficient aliccation of resources only if there are no

(private; external) costs or benefits in
the sonsumption and production of a good or service.

a. What two things can government do to make the
market reflect external cosls?

(
()

b. What three lhx’ngs can government do to make the
market reflect external benefits?

Bne characteristic of ‘a public good is (rivalry, non-

L Tivh _——. and’ the ; other characteris-
t|c of a public good is (excludabkhty, nonexcludability)

A private firm will not find it profitable
to produce a public gond because there is ‘a (free-nder

pn neipal-agent) problem

f reallocate resources from the producilon of private

.overnment reduces the demand for pnvate goods by
{taxing, subsidizing)

then uses the (profits, tax revente) ... to
buy public or quasi-public goods.

consumers and

16. To stabilize the economy with less than fiill employ-
ment, government may increase total spending by (Increas-
ing, decreasing) its expenditures fm:
public goods and services, or by {increasing, decreasing)

taxes. When there are'lnﬁat_ionéry pres-
sures, the nafion's central bank may decrease tolal spend-

ing By (raising, lowering) interest-rates
and when there is high unemployment, it may Increase
total spend:ng by interest rateé

17. An exammaﬂon of - government finance reveals
that since 1960 government purchases of goods and
services as a percentage of dumestlc output have (in-

, and government

creased, decreased)

transfer payments as a percentage of domestic output.

have {increased, decreased} Govermn-
ment purchases of goods and sewlces are (exhaustive,

nonexhalstive) becauss they absorb

or some of the benefits -

dds to the proeduction of public and qua8| public'gaods,
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resources, and government transfer payments .are (ex-

haustwe, nonexhatstive) because they

do not absorb resources or create output.

18. The most Emportant source of revenue for the
Federal government is the {personal income, pay-

rol) . tax; next in importance is the

tax. The largest category of Federal
expendltures is for (national defense, pensions and In-

come secunty) )
19. Federal incomé tax rates are progressive,. which

~

means that people with {lower, higher) -~
incomes pay a larger percentage of that income as taxes

than: do persons with incomes. The tax
raté paid on an additional unit of income is the (aver-

age; marginal) . tax rate, while the to-
tal tax patd dwlded by the total taxable Encome is the

tax rate.
20. Many state governments rely primarily on the {prop-
etty, sales} - tax and many local gov-

emments rely primarilyonthe —  tax. The
largest category of spending for both slate and local gov-

ernments Is (educaﬂén,, public safety)

B TRUE-FALSE QUESTIONS

Circle T if the statemant Is true Fifit is false.

1. The personal distnbuhon of income descnbes the
manner 'In which society’s total personal i income is divided
among wages and salaries, corporate proflts. propnetors
income, mterast and rents,

2, Dlssa\rlng means that personal consumptmn expen-
drtures exceed after-tax’ mceme T TF

3. A durable good is deflned as a good that has an

' expected life of thres years or more. . TF

4 A plant is defined as a group of firms under asingle
management, . T F

5. Anjindustry is a group of firms that produce the same

or neariy the same products. T F

6. Limited hablltty refers to the fact that all members

" ofa partnershlp are liable for the debts incurred by cne

another. T F
7. The corporate form of organization is the least used
by firms in the United States. - - T F

8. Whether & business firm should incorporate or not
depends chiefly on the amount of money capital it must
have to finance the enterprise.. T F

9, Bonds are shares qf ownership, in a comporation.
T F

10. When the interests of the principals are the same as
those of agents, there Is a free-rider problem. TF
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11. When the Federal government provides for a monetary
system, it is doing so pnman!y to. maintain compehtnon
'l‘ F

.12, Transfer payments are one means govemmeni uses .

to redistribute income. - ST F

13, If demand and supply reflected all the henefits arid
costs of praducing a product, there would be efficient re-
SouIGe, use. T F

hen there are external costs, more resources. are
atad 1o the production of the product and more is
uced than is effisient. .+ . . T F

(—/5 One way for government to corract for sxternal costs

froﬁ1 a product is to Increass its demand. . .T F

‘186, When there are external benefits from a product, there
\wﬂl be an overatlocation of resources for its -production.
T F

One way for government to correct external ben-

frfs from a product is to subsidize consumers of the
[:be‘“duct TF

2 18. Nonexc[udablhty means government provldes public
gogds so as fo exclude private businesses from providing
Ewg5iham ) TF

19. Dbtamlng the benaflts of pnvata goods requires that
they be purchasad; obtaining beneﬂts from public goods
requires only that they be prodiced. © ~ TF

20, Govemment provides homeland defense services be-

" caube these services have public bénefits and because

private produgers of such services expenenca the free-
rider problem. i T'F

21. Whenthe Federal government fakeé actions o contro!
unarnp[oyment or inflation it is performmg the allocative
function of government - woe s T F

22, Government purchases of goods and sefvices are
called nonexhaustive expenditures and govemment trans-
fer payments are called exhaustive expenditures, T F

23.When a Qovemment levies taxes and -uses the tax -

reyenue to make transfer payments, it shifts resources
from the production of private goods to the productlon of

public goods. TF

24. The chief source of revenue for the Federal govemment
is the corporate income tax. TF

25, Property taxes are the largest percéntage of the total
raveriues of local governments. T F

B MULTIPLE-CHOICE QUESTIONS

Circle the letter that corresponds to ihe best answer.

-1. The functional distribution for the United States shows
that the largest part of the nation’s eamed income is
(a) -wages and'salaries -
(h) proprietors’ income
(c) comorate profits
-(d) interest and rents

~

2. The part of after-tax mcome ‘which is not consumed
is defined as .
(a) saving
(b) “capital investment
{c) wages and salaries
= (d} nondurable goods expenditure

3. If personal consumption expenditures were 80% of
income and personal taxes were 8% of income, then
personal savings would be :
«"(a) 8% of income

{b) 10% of income
" (¢} 12% of income

(d) 88% of income

4. Consumer products that have expected lives of three
years or more are '
. {a) durable goods
{b) nondurable goods
{c) quaswubllc goods
(d) services

"5, A firm owns and operates a farm growing wheat, a
flour-milling plant, and a plant that bakes and sells bakery
products This firm would best be described as ‘

“(a) & horizontally integrated firm

.-(b) a vertically integrated firm

{c) aconglomerate

-{d) a monopoly

" 6. Limited liability [s associated with

(2) sole propnetorshlps
“{bY partnerships .

" (©) free;;rt&:ars

(d) corporations

Wh:ch forrn of business can most effectwely raise
mdney capital?

(a) corporation
: (b} partnership

{c) "proprietorship

()} households

}'The. $aparation of ownershlp and contml ina corpora—

“ibn may create

(@) aprincipal-agent problem
(b} a free-rider problem
(c) a monopoly

" (d) iimited liability

9. One major means that government uses to deal with
a monopely Is to
" (@) increass the demand for its product
{b) decrease the supply of its product
(¢) stabilize Incomes

' j,,(g) regulate the firm

A0.. Govemment redistributes income !hrough
_/(a) timited liability
{b) conglomerates
- {€) transfer payments
. (d} scle proprietorships



¢ To redisitibute income from high-income o low-
mcome households, government might
{a) increase transfer payments to high-income and de-
crease iransfer payments to low-income househoids
{b} increase the taxes paid by high-income house-
holds and increase the transfer payments to low-
income households
{c) increase the taxes pald by low-income house-
holds and decrease the taxes paid by high-income
households
(d) decrease the taxes paid by high-income house-
wholds and decrease the transfer payments to !ow-
income households

12 Which is the best example of a good or satvice pro-
vidmg the economy with an extemnal cost?
"™ (a) a textbook
{b) an automobile
{c) a business suit
{d) an audit of a bus:ness flrms books
/1

wmch economic sm.aaﬂon Would result in overalloca-

AP

tion of resources to the production of a good?
a) a good with external benefils
{b) a good with external costs
(¢} a good with free-rider problem .
(d) a good with an inflation problem ~

14 Jow does governmant correct for external benefits?
Y M{,(é) by taxing consumaers
{b) by taxing producers
( {c) by subsidizing producers
. P d) by separating ownership from control

15. \;’Vhlch is characteristic of public goods?
%, (a} nonrivalry

b} excludability

{c) limited liability
d} external costs

@ here is a free-rider problem when people

G,

Aa) are willing to pay for what they want

(b} are not willing to pay for what they want

{c) benefit from a good without paying for its.cost
{d) wantto buy more than is avallable for purchase in
the market

17. Huasi-public goods are goods and services

(a) that are indivisible

* (b) that have large external costs ,

{c) that have large external benefits

{d) that would not be produced by private producers
hrq}ugh the market system

7 18, inthe circular flow mode!, government provides goods
d'sarvices and receives net taxes from

{a} colleges and universities

{b) businesses and households

(¢} resource and product markets

{d) foreign nations and corporauons

19, Which accounts for the largest percentage of all
Federal expenditures?

(a) health care

{b) nafional defense
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(¢} Interest on the public debt
{d} pensions and Income security

20. Which is the largest source of the tax revenues of the
Federal government?

(a) payroll taxes

(b) property taxes

(c) -sales and excise taxes

-(d) personal income taxes |

21. A progressive tax is one where people with

(a) lower incomes pay the same percentage of thelr

. income in taxes as people do with higher incomes
(b) lower incomes pay a larger percentage of their
income in taxes as people do with higher incomes
{c} higher incomes pay a smaller percentage of their
income in taxes than people do with higher incomes
{d) higher incomas pay a larger percentage of their
income in taxes than people do with lower incomes

Questions 22 and 23 are based on the tax table given
below. [Note Total tax is for the highest income in that
tax bracket.] -

TFaxable income Total tax
$. 0 $ 0
30,000 5,000'
70,000 15,000

" 150,000 42,000

22, The marginal tax rate at the $70,000 level of taxable
income is

{a) 16.6%

{b} 21.4%

{c) 25.0%

{d) 28.0%

23. The average tax rate at the $150,000 level cf taxable
income is .
{a) 21.4%
{b) '28.0%
{c) 31.5%
{(d) 33.8%

24. Which pair represents the chief source of income
and the most Imporiant type of expenditure of state
governments?
(a) personal income tax and expenditures for hospitals
{b) personal income tax and expendiures for
highways
(c) sales and oxcise taxes and expendiiures for
aducation
{d}. sales and exclse taxes and expend;tures for public
safety

25. Which pair represents the chief source of income
ahd the most important type of expenditure of lacal
governmants?

{a) property tax and expenditures for highways -

. (b) property tax and expenditures for education

"(¢) - sales and excise taxes and expendltures for public

welfare

(d). sales and excise taxes and expenditures for police,

fire, safety, and general government
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B2 PROBLEMS

1, The %o!!owing table shows the functional distribution of
total income in the United States in a recent yaar.

Billions of dollars

Wages and salaries c . 87,874
Proprietors’ income - 1,043
Corporate profits - 1,585
Intarest . 603
Hents - 65

Total Income $11,180

Of the total Income about
" salaries, and about % were corporate profits.

% were wages and

2. Following is a list of varlous government activities.
Indicate In the space to the right of each into which of the
five classes of government functions the activity falls.-If it
faits under more than one of the functions, indicate this.

a. Maintaining an army .
b. Providing for a system of unemployment compen-

sation
¢. Establishment of the Federal Fleserva Banks

d. Providing medical care for government employees

e. Establishrient of an Anitrust Division in the Depart-

ment of Justice —_—
{f. Making it a crime to sell stocks and bonds under

false pretenses S —
g. Providing “low-cost lunches to school chifdren

<

h. Taxation of beer and wine —
1. Regulation of organized stock, bond, and commod-

iy markets -
j Setting tax rates highér for larger ingomes than for

Smaller ones

he following circular flow diagram includes busmess
5, households, and the government (the public sector).
Aiso shown are the product and resource markets.

LN

:2 RESOURCE
) [ MARKETS -

3
) 7
Y ol ¥ L

BUSINESSES | (14) {GOVERNMENT| (1g) | HOUSEHOLDS

A ’ . Fi Iy
_ ®)
1

4

PRODUCT
MARKETS

3

a. Supply a label-cr an explanation for each of the 12
flows in the modasl:

8
@
@)
@
()
(6)
7
&
(9.
(10)
(1}
(12)

b. If government wished o
(1) expand output and employment in the economy,

it would increase expenditure flows
decrease - net tax flows

Lor , or do both;
(2) increase the production of public goods and de—'
crease the production of private goods in the econ-

ar

omy, it would. increase flows — —___ and

‘ or ;
{3} redistribute Income from high-income to low-
Income .households it would ({increase, decrease)

the' net faxes (taxes minus trans-

fers) paid by the former and the net

taxes paid by the latter in flow

4. In the foiiowmg table are several levels of taxable in-
come and hypothetical marginal tax rates for each $1000
increase in income.

Average

. Taxable Marginal tax

incame rate,% Tax {ax rate,%
$1500 . $300 T 20
2500 . 22 520 20.8
3500 25
45090 29
5500 34
8500 40

a. At the four income levels compule the tax and the.
-average tax rate

b. As the marginal tax rate

(1) increases the average tax rate (increases, de-
creases, remains constant) ,

2 decreases the average fax rate’
c. This tax is  (progressive,

because the average tax rate
income  (decreases, . Incregses)

regressive)

Increases as




8 SHOHRT ANSWER AND ESSAY QUESTIONS ‘

1. Explain the difference between a functional and a
personal distribulion of income. List the five major catego-
ries for functional income and their relative slzes. Describe

. the difference between the poorest and richest categorles
in the personal distribution of income.

2. Inwhat ways do households dispose of their income?
How is It possible for a family's personal consumption
expenditures to exceed its afiertax income?

3. What is the difference between a plant and & firm?
Between a firm and an industry?

4. Define the three legal forms of busmess organization.

5, Explain the advaniages of corporations in terms of
financing, liability, and longevity.

6. Explain what “separation of ownership and con-
trol" of the modemn corporation means. What problem
does this separation create for stockhalders and
managers?

7. How does govermment provide a legal framework and
setvices for the effective operation of the economy?

8. What does the government do to maintain
competition?

9. Why does the market syétem provide some people
with lower incomes than it provides others?

10. What is meant by an externaiity in general and by an
exlernal cost and an external benefit in particular?

11. How does the existence of positive and negative ex-
ternalities affect the allocation of resources and the prices
of praducts? '

12. What methods does govemnment use to reallocate”

resaurces to take account of negative and positive exter-
nalities?

13. Distinguish between a private and a public good.

Include in your answer an explanation of rivalry, exclud-
ability, and the free-rider problem.

14. What basic methbd does government In the Unlted
States use to reallocate resources away from the produge-
tion of private goods and toward the production of public
and quasi-public goods?

15. What is the macroeconomic stabilization functlon of
government? What are the two policies that the govern-
ment or the nation’s central bank uses to address prob-
lems with unemployment or inflation?

16. How does politics affect the five ecanomic functions
of government in practice?

17. 'In a circular flow diagram that inciudes not only busi-
ness firms and households but also government {or the
public sector), what are the four flows of money into or
aut of the government sector of the economy? Usmg this
diagram, explain how government redistributes income,
realiocates resources from the private to the public sector,
and stabilizes the economy.

THE U.S. ECONOMY: PRIVATE AND PUBLIC SECTORS 63

18, Government expenditures fall into twa broad classes:
expénditures for goods and services and transfer pay-
ments. Explain the difference between these, and give
examples of expendltures that fall into each of the two
c[asses

19. Explain precisely the difference betwgen the marginal
tax rate and the average fax rate,

20. Explain in detail the differences that exist among
Federal, state, and local governments in the taxes on
which they primarily rely for their revenues and the major
purposes for which they use these revenuss.

ANSWERS ~

Chapter 4 The U.S. Economy: Private and Public
Sactors.

FILL-IN GUESTIONS

1. households, sell, buy

2. wages and salarles, rents

3. poorest, tichast

4. consumption, saving, taxes (any crder)

5. durable, nondurable

8, firms, sole proprietorship, cotporation

7. stocks, bonds, unfimited, uniimited

8. principal-agent, principals, agents

9, a. provide legal foundation; b, maintain competition; ¢. redis-
tribute income; d. reallocate resources; @, stabilize the economy
(any order for a-¢)
10. regulate, owner, antitrust
1. unedual, transfer, market, income : '
12. market; & produces the “wrong® amounts of cerain goods
and services; b. fails to allocate any resources lo the production
of certain goods and services whose production s economically
justified

13. seller, buyer, external; a. (1) enact legisiation, {2) pass spe-~
clal taxes; b. (1) stibsldize consumers, {2) subsidize suppliers,
{3) government financing or production of the product

14. nonrivaly, nonexcludabllily, free-rider

15. taxing, tax revenus

16, increasing, decreasing, ralsing, lowering

17. decreased, inoreased, exhaustive, nonexhaustive

18, personal Incoma, payroll, pensions and income security
19. higher, lower, marginal, average
20. sales, property, education

TRUE~FALSE QUESTIONS

1. F, pp. 73-74 10. F, pp. 77-78 18, T, p. 80
2. T, p. 74 1. F, p. 78 20. T, pp. BO-81

3. T, pp. 74-75 12. T, pp. 77~78  21. F, pp. 81-82
4. Fp 75 13. T, p. 79 22, F, p. 83

5 T,p.95 14, T, p. 79 23, F p. 83 i
6. F,p. 76 15, F, pp. 79-80  24. F, pp. 85-87
7. F-p. 76 16. F, g. 80 25 T,p. 88

B. T, p. 76 17, T, p. 80

9, Fp 76 18. F, p. BO




